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Georgia has never produced enough grain and flour to meet its own needs in modern times.
Increases in customs duties and other taxes in 1998 dramatically increased the incentives for
smuggling flour from neighboring states into the country.  Although tax exceptions are
generdly abad policy, the trangparency of Georgia s borders, the fact that most of the
smuggling originates in the Russian Federation, and the impracticdity of raisng consumer
prices fa abasic food commodity means thet the only practica way to combet thistreffic is
through changesin the tax regime. Moreover, it makeslittle sense for a country which must
import grain in order to feed its population to maintain a high tariff on suchimports—at best,
this system protects inefficient domestic producers, the very former collective and ate farms
which need to be reformed in order to be vigble agriculturd businesses.

How much bread wheat does Geor gia need?

The physiologicd norm for daily bread consumption is 350 grams per person. However, in
Georgia goproximately 450 grams per person per day have historicaly been consumed, and
450 grams of bread per day was the amount alowed when rationing was enforced earlier in
this decade. Since the present resident population of Georgia, excluding Abkhazia and
Ostia, is 4,600,000 people, the annud demand for bread can be estimated at 765,000 tons.

When flour is baked into bread or macaroni the find product weighs 31 percent more than the
flour used to make it. So 584,000 tons of flour produces 765,000 tons of breed and grain
products. Milling whegt yields 73 percent flour by weight. So gpproximately 800,000 tons

of wheat must be milled to produce 765,000 tons of bread and grain products.

Thereis subgtantid variation in wheat qudity, with the higher-qudity grain used for milling
and human consumption, while lower grades are used for animd feed and indudtrid
purposes. Given the current cettle population in Georgia, another 420,000 tons of whest is
needed for feed and indugtrid use. Human grain consumption in Georgiaisamost entirely
wheat. Anima feed and industrid use requires various grains, including subgtantia amounts

1 This memorandum was written at the request of the Ministry of Agriculture and Food of Georgiawith
subgtantial contributions from severa project staff members, including Bidzina Korakhashvili, Reti Shavgulidze
and Giorgi Dongadze. The manuscript was edited and revised by the project director, Don Van Atta. Aseditor
and lead author, Van Attais solely responsible for dl statementsin thisnote. This commentary does not
necessaily reflect the views of Development Alternatives Incorporated or USAID.
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of wheat. Georgian practice conventiondly reca culates statistics for use other than human
consumption of any grain into wheet equivaent.

Table1
Production of Grain Productsin Georgia, 1985-2000
tons

Cdendar Grossharves, Hour Bread and Grain Mixed feed

year wheat Products
(cleanweight)

1985 185000 930,000 900,000 1,108,000
1990 275,000 952,000 856,000 1,080,000
1991 226,000 847,000 1,005,000 839,000
1992 206,000 579,000 760,000 347,000
1993 125,000 463,000 640,000 161,000
199 98,000 420,000 498,000 136,000
1995 125,000 334,000 296,000 84,300
19%6 179,000 211,000 262,000 37,400
1997 311,000 165,000 199000 22,000
1998 145,000 142,000 174000 11,000
199 230,000 114,000 114,000 4,800
2000 90,000 101,000 109,000 2,700

Source: State Department for Statistics, unpublished.

“Bread and grain products’ are dl edible items made from grain, including breed, rolls,
cakes, padta, €.

Not dl wheet is suitable for milling, but data on the amount of each harvest milled is not
avalable

Effects of 1998 customs duty and tax changes on flour and bread-production

On average for 1990-2000, Georgian domestic production has covered only about 10 percent
of annua demand for food grain. So established Georgian flour mills process mostly
imported grain. Bakeries may ether buy flour from Georgian mills a purchase flour from
abroad.

Until 1998, whest grain could be imported into Georgia duty-free. On January 1, 1998, 20
percent VATand a 12 percent import duty were imposed on imports of flour and grain
products, but on May 13 of that year the VAT on imparted flour was reduced to 7 percent.
Parliament then amended the tax code on October 30, 1998 (law number 1666-1) to impose
an import duty of 12 percent of the customs value of imported wheat and flour and a VAT of
20 percent on dl flour, bread, and grain products, imported and domestic. These changesin
import duties took effect on November 28, 1998.

Thereis no evidence that actud consumption of bread and grain products declined in 1998 in
comparison to 1997. Astable 1 above shows, tota registered production of bread and baked
goods has falen about eight times over between 1990 and 2000. Y et during thet period
consumption of bread and baked goods has been rdaively stable a about one million tons
annually each year except 1992, the year of civil war. So the totd volume of production of
bread and grain products in the country must have remained about the same throughout the
past decade. What did happen after the tax increases in 1998 is that tax-paying domestic
flour mills and bakeries reduced their output, asis shown by the fact that for 1998 asawhole,



budgetary revenues from taxes generated by the milling and baking industries were about 19
million GEL, gpproximately the amount collected from them in the first Sx months of 1997.

Sothereisadifficulty inthe data Registered, and taxed, production of flour and breed has
been declining but consumption has not been during the 1990s. Indeed, given thefal in
dandard of living, it is reasonable to expect there might have been some increasein breed
and grain products consumption during the 1990s, dthough this growth might have been
masked by the concurrent fal in population.

Grain and flour imports
Since production fl and consumption remained reldively seedy during the 1990s, the
difference must have been made up by imports. Compiling data from the State Department
of Statistics, Cusoms and the Minigiry of Agriculture and Food producestable 2. (Import
data for 1990 and 1991, when Georgiawas gtill part of the USSR and much grain was passed
through the country’ s ports to other republics, are not available)) All shipments of
humanitarian aid whest grain and flour are included in these numbers.

Table 2
Imports of wheet and whest flour to Georgia, 1992-2000
tos
wheat gran wheat flour
1992 607,100 90400
1993 677,400 102,000
194 643,800 93800
1995 496,100 40,300
1996 457,050 185600
1997 356,310 134,900
19921997 average 539,627 107,833
1993 217,200 111,852
1999 161,100 85603
2000 202,500 130625
1998-2000 average 193,600 109,360
Tota 3818550 37,907,865
1992-2000 average 424,284 108342

Source: compiled by author from data provided by Ministry of Agriculture and Food,
Customs Service, State Department of Statistics and Ministry of Tax Revenues.

Ingpection of this table indicates that recorded flour imports have remained relatively

congant since 1992. Recorded whest grain imports fell after the customs duty was imposed
on them. Y et consumption has remained steady since 1997 (Table 3. Reported grain stocks
have somewhat increased during 1997-2000. In the absence of aremarkable breskthrough in
the efficiency or basic technology of Georgian bread baking and macaroni production, the
only way to account for this Stuation is to assume alarge growth in unregistered import of
whest grain and flour. Thereis no way to know whether the increased smuggling involved
more whegat, more flour, or both. However, snce flour is a higher-vaue product than wheet
and requires no further processing before sale to a consumer (for instance by market
vendors), it islikely thet the increased smuggling was mostly flour, not unmilled grain.



Table 3
Whest FHour (grain equivalent) Baance, Cdendar Y ears 1997-2000

tons

1997 1998 1999 2000
Stocks a beginning of year 112,200 128200 153,600 146,000
Domedtic production 295,000 145000 225,000 89,000
Regigtered import 491,000 367,600 343,800 390,000
Unregistered import 314,000 587400 530,200 621,000
Totd stocks (1+2+3+4) 1212000 | 1,228200 1,253600 1,246,000
L osses 36,000 36,800 37,600 37,400
Exports 2500 13600 14,900 20,000
Stocks a end of year 128,000 153,600 146,000 122,000
Consumption of Bread products, total 1041530 | 1020200 1,064,800 1,066,600

Source: compiled by author from data provided by Ministry of Agriculture and Food,
Customs Service, State Department of Satistics and Ministry of Tax Revenues.
“Unregistered import” cdculated by author from consumption.

[llegal Imports

The preceding andyss srongly suggests that smuggling of flour into Georgia has increased
dramaticaly since theimport duties on whegt grain were imposed in 1998.

Spesking unofficidly, sources in the Customs Service estimate that in 1998-2000 the rdlative
amounts of flour smuggled into Georgia from other countries have remained relatively
congtant, with themost smuggled flour coming in from the Russian Federation
(approximately 70 percent of the total smuggled), mostly through the Ergneti merket in the
Tskhinvali region (South Osetia). About 25 percant of the smuggled flour comes from
Turkey through Ajara. About 5 percent of the smuggled amounts come from Azerbaijan, but
mogt of that is compound feed, not flour.

Since the smuggled flour is not taxed a al, it not only depresses customs revenues, but aso
sgnificantly undersdls legd domesticaly-produced flour, which istaxed. So thereisa
congderable incentive for producers to use the smuggled flour in preference to the lega
product, which will dso tend to increase the amount of home and smdl-batch commercid
baking. Moving production of bread from large commercid bakeriesto andler onesis
likely, as aSde effect, to make collection of taxes on bread and bread production more
difficult.

Effects on consumers

Throughout Georgia, consumer prices for basic bread remain effectively controlled. The
officid price for astandard round, which in 1996 was 0.63 GEL per kilo in Thilig, hasrisen
by about 2 percent annually since then. However, the bakers have aso steadily reduced the
weight d the standard round from 800 grams in 1996 to gpproximately 500 grams & present.
Without consderable further analysisto dlow for inflation of the currency aswel as changes
in weght and compastion, it isimpossible to say just how these changes have affected the
consumer. However, it is certain that the price controls continue to act as a hidden subsidy to
consumers, and that consumers themselves continue to pay avery great percentage of their
income for basic foodstuffs, including a great ded o bread and grain products.



In principle, the effectiveness of customs controls at the country’ s borders should be gregtly
increased through improved enforcement. However, given the presence of mgor Russan
military bases, the continuing diputes over Abkhazia and the Tskhinvdi region, aswdl as
the large degree of autonomy of Ajara, and the flows of refugees that result from these
Stuations, improved adminigrative enforcement has turned out to be extremdly difficult.
Moreover, the nationd politicd authorities have every reason to wish to keep urban food
prices, especialy for bread and grain products, as low as possble, even if that impacts
revenues, in order to lessen the chances of civil disorders.

The only feasible dternative method to combat the smuggling and improve the qudity of
local bread and grain productsisto make locd production more competitive. Increasesin
efficiency will eventualy achieve thisgod if there are incentives for such improvements to
be made. Tax reductions are the mogt logica way to provide such incentives,

Proposalsfor changein thetax regime
The following changesin the tax regime on grain and grain products have been proposed:

Exempting imports of wheat grain from VAT

Reducing VAT on domesticaly-produced flour and macaroni to 10 percent
Imposing a customs duty of 20 percent on imported flour

Reducing VAT paid on imported flour to 10 percent (equivaent to the VAT on
domestic production)

Eliminating VAT on bakery products, instead imposing afixed monthly tax on
bakeries of 140 GEL per square meter of their production floor space.

Since the tariff on imported flour is counted inits vaue when VAT is assessed, the total duty
paid on flour imports would amount to 32 percent of the cusoms vaue of the import.

The proposas on the fixed tax for bakeries submitted to Parliament by President
Shevardnadze on March 20, 2001, would have amended Article 273 of the Tax Code of
Georgiaasfollows.

43. Before January 1, 2005:

a) A unified fixed tax should be established for bread and bakery production enterprises
(physical aswell aslega persons) instead of the taxesimposed by current legidation
(VAT, profitstax, socid tax, income tax, individua entrepreneur tax, economic activity
tax and road fund taxes).

b) Therate of the unified fixed tax is 600 GEL per month for every ton of cgpacity of a
bakery. In addition, VAT paid for the goods, works and service used for the economic
activity of production is not subject to crediting.

¢) Capacity of the bakery iscaculated according to the established procedure, considering
the actual assortment [of products] and baking technol ogy, minus capacity that has been
withdrawn from use [“mothballed”—trandator] by the gppropriate procedure. Permanent
commissions of the tax agencies shall oversee the process of determination of capacity of
an enterprise and the process of withdrawal of production capacity from use. The
commissions are to be composed of employees of thetax agencies, the bakeries, the
Ministry of Agriculture and Food, the Ministry of Economy, Industry and Trade, the
Ministry of Finance and other interested parties.



d) The unified fixed tax should be paid on amonthly basis no later then the fifteenth of the
month following the month being accounted far.

This law takes effect upon publication.

The current version of the proposa subgtitutes the area of production floor space in square
meters for production capacity “as caculated according to the standard procedure” The
Minigry of Agriculture and Food estimates that the country’ s bakeries have atota of 8,000
suare meters of production floor space, so that predicted revenues from this new tax are 13.4
million GEL annualy. The advantage of such atax regimeisthat it does not require accurate
acocount of the amount of bread and baked goods produced.

These proposas are sensible when consdered together. Smuggled flour could be fredy used
by bakers, but snce there would no longer be duty on imported grain, the domestic flour

mills would be able to increase their supplies and produce flour that would be reasonably
competitive with imports.

A ton of legdly-imported flour is now vaued a 400 GEL at the Georgian border. The
technology and efficiency of flour milling is goproximatdy equivadent in Georgiaand the
regions of the Russian Federation from which most smuggled flour probably comes. So
production cogts for flour are likely to be about equivaent in Russaand Georgia, and aton
that will be smuggled through the border probably has about the same production and
trangport cogts as aton that will be declared. Whether the ton of flour islegdly or illegdly
imported, transportation costs to the bakery must be added. 1n addition, the smuggler must
pay substantid bribesin order to move hisgoods. It isreigbly estimated thet the cost in
bribesfor an illegd movement of flour within Georgiais about 50 GEL per ton, eight to ten
times more than the cost in bribes for alega (properly documented) shipment of the same
Sze over the samedistance. So asmuggled ton of flour would cost about 450 GEL &t the
bekery door in Thilig.

Under these proposds, for alegdly-operating, taxpaying Georgian flour mill, the price of
imported wheat would be reduced by GEL 65 per ton (taking the price of class2 or class 3
wheat to be 390 GEL including VAT as at present), S0 that aton of imported wheat would
cog the flour mill gpproximatdy 325 GEL including transport. A ton of locd flour now

cogts gpproximately 500 GEL, so the price of aton of whea flour from legdly imported

grain & the O tariff rate would be about 450-460 GEL. Asaresult, legdly-produced domestic
flour would be competitive with the smuggled product, and the smugglers' profit would
become so smdl and uncertain that smuggling would cease to be an atractive business. They
would ether become legd importers (with a much smaler profit margin but increased
revenue to the customs) or they would cease to import their flour. In either casethe local
flour milling industry would benefit from increased competitiveness of its product and its

new profitability would be multiplied in the Georgian economy.

Most marketed grain in Georgia comes from large former collective and state farms.
Allowing duty-free grain import would force those farms to face foreign competition. They
would have to become more efficient to meet that competition, or find other lines of business.
In either case, these proposals would encourage the trangfer of agriculturd assats into the
hands of users who could use them more efficiently. Although the large domestic microfarm
(subsstence) sector dso produces consderable grain, very little of what it producesis
marketed in any form, so those producers would not be affected by these proposds.



Annex
Corrdation Matrix of relationships between domegticaly -produced and imported wheset grain
and vaue-added commodities.

A corrdation matrix was developed to determine the degree and nature of the relation among
locdly produced and imported whegt grain and value-added commodities.

Domestic Imported
Grain Hour B&GP Mixed Feed Grain Four

Gran 1 -0.19 -0.14 0.05 -0.23 0.22
]
g Flour 1 0.99 094 091 -0.33
S B& GP 1 0.95 0.89 -0.25

Mixed Feed 1] 0.75 -0.32
B .
i= Gran 1 -0.19
g8
e
- Hour 1

A very sgnificant postive rdation was esimated among imported whegt grain and locdly
produced flour (0.91), bread and grain products (0.89), and mixed feeds (0.75), implying that
these variables follow the same trend, an increase in imported grain volume is associated
with/accompanied by an increase of locally produced vaue-added, and vice versa. The results
derived support the suggestion to simulate locd vaue-added production through increese of
whest imports.

On the other hand, flour imports held an inverse rlation with localy produced flour (-0.38),
bread and grain products (-0.25), and mixed feeds (-0.32), implying that an increese in
imported flour volume is associated with/accompanied by areduction of grain vaue-added
production in Georgia, and vice versa, dthough the degree of this negative association is
wesk. These results, asin the previous case, support the proposd to reduce indirectly flour
imports, despite the fact thet the derived corrdaion coefficient isinggnificant.



